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ID Nuiber: P
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.. We have considéred your application for recognition of exemption-from federal income
tax under section 501(a) of the Internal Revenue Code asan. organization described in saction
501 (¢)’(3). Based on the written information submitted, we have concluded that you have failed.
to establish that you are operated exclusively:for.one or more exempt purposes as required by

) s‘ecﬂ{m 501(c)(3) of the Code. The basis for aur. conclusion is set.forth below.

. [ - You will operate a skilled care facllity. (nursing home). and an assisted fiving community
', -for.senior eitizens. Your Articles of Incorporation do not contain a dissolution clause-providing
-for-your-assets to be distributed to IRC 501(c)(3) organizations or purposes upon-dissolution. -

i You stated you will be suppotted by'—
“ has requested recognition as a tax exempt organization under section 501(c)(3) of the Code. -
WD will appoint the majority of your Board of Directors. You have: common Directors with

is your registered agent, President, Secretary'and Treasurer.

: _ resident. . You have five:Directors. Four of the five Directors
- have'worked for the (WW. 2 for-profit company.

Dand WD 2 the owners of . They are-also the owners of :

_ i a for profit corpop'ation.fr(im'whom.you will:lease land and a building. You -
- stated that aﬁer& and WD resign. all of the Board of Directors will be
“independent” oINS, WD WD 2nd: W You also stated Board

members will not be compensated for services o the board.

is your Vice P|

. 1 * You stated you will contract with the mangément company to operate your facilities.

W a5 in existence for many years managing the nursing home: before you.were formed.
The founder and president of is “He is a 75% shareholder. The
vige president o is Heris a 25% shareholder. Both are your.officers,

and, as as.such have established the terms of your contract with {illl@even though the contract
-has not been finalized. .’ I




In response to our request for a copy of the management agreement between you.and IR
. you stated the agreement did not exist-and will not exist unfit tax-exempt-bond financing is
obtainied. You also stated that tax-exémpt bond: financing won’t occur until you and WD
obtain tax-exempt status, You stated the management contract will- be- negotiated - with the
assistance of an.independent consultant approximately 90 days prior to closing ttie sale of the
building. In your application, you indicated that'you will pay at least . $ Wiliiilto the
" management company to manage your facility. This fee is is based on.5 to 7% of patient

service revenue and will be made up of:

1. Base Management fee of $WlI®:per bed (unit), and
.. 2. Incentive fee tied to gross patient revenue, if operating targets are met, -

You stated that prior to completion of : the actual management agreerent; (D
D =nd I will resign, and will no longer be involved with you. You stated new
independent officers will be appointed. Youi did not state when the present officers will
- actually resign. All of the work associated with the negotiation of the management contract has
been completed. You stated the new officers will have eiperience in running a nursing home
and an assisted care facility. Their salaries will-be set at'the time of hiring. - '

You will also pay SR a year as a license fee, to U so that P can monitor quality

" asstirance regarding resident care standards for nursing homes. WM will also be the lessor

of the ground lease of your facilities and will control the site and monitor patient:care quality.
You will pay fair market rent, determined by.an independent appraisal, to SR 2 related non-
profit entity. o I ' L
- You stated you will purchase a Tl bed nursing home facility from Y. The purchase

price . will be determined based on an appraisal of the fair market value of the building by an
Appraiser with extensive knowledge of the nyrsing home industry. You stated the parties agree
that the sale will reflect an arms-length transaction. As stated above, and. " -
1 own Wil The facliity is currently operated by '

Wl -2 for profit organization associated with NI,

‘ 5 Section 501(c)(3) of the Code provides for mgfquemptign,gfrom.fedgral inconﬁe tax of
orgén_izations organized and operated exclusively for health care purposes. .

' © . Section 1.501 (e)(3)-1(a)(1) of the Income. Tax Regulations states that, in order to be
exempt as an organization described in section 501. (c)(3) of the Code, an organization must be
- both:organized and operated exclusively for ene or more of the purposes specified in such
section. if an organization fails to meet either the.drganizational test or the operational test, it is
not exempt. ' oo Co Do '

Section 1.501(c)(3)-1(c)(1) of the regulations provides that an organization will be

regarded as “operated exclusively” for one ofr-more exempt purpases.only If it engages primarily

in.activities which accomplish one or more of: such-exempt purposes specified in-section 501
- {c)(3)- An organization will not be so regarded if more than an-insubstantial part.of its activities
is notiin furtherance of an exempt purpose. . ' o

'_ - Section 1.501 (c)(3}-1-(_c)(2) of the regulations provides that an organizaﬁbn is not

. operated exclusively for one or more exempt;purposes if its net eamings inure in-whole or in




part to the benefit of pnvate shareholders on mdwrduals The section. cross: references the
definition of private shareholder which'is ¢ontained in sectlon 1-501(a)1(c). That section

provndes that the words private shareholder ar individual in section 501 refers to person havan
.a personal and private lnterest in the achvrtles of the organization. :

Sectlon 1.501{c)(3)-1 (d)(1 )(ii) of the regulatlons slates that an. orgamzatron is not
: orgamzed or operated exclusively for one or more exempt purposes unless:it sarves a public
rather than a private interest. Thus, to meet the requirements of this subdivision, it is necessary
- for'an.organization to establish that it is not grganized or, operated for the benefit.of private
. intérests,such as desrgnated individuals, the creator or. his family, shareholders of the

E orgamzatlon or persons controlied, directly or rndrrectly, by such private rnterests

- Situation 2 of Rev. Rul. 69-545, 1968-2 C.B. 117, describes 3 hosprtal otherwise serving .

a chantable purpose, that was denied exemption under section 501(c)(3) of the Code because
it served a private interest more than incidentally. The.revenue ruling states that'in considering
whether a nonprofit organization claiming charitable exemption is operated to serve a private
beneﬁt the Service will wergh all of the relevant facts and crrcumstanoes in each case.

Rev Rul. 76-441, 1876-2 C.B. 147, ruled thata nonprof t organlzahon that purchases or

: leases at fair market value the assets of a former for-profit school and employs-the former .
owners, wha are not related to the current directors, at salaries commensurate: with their

_ responsubrhtres is operated -exclusively for educational-and charitable purposes. An organization
- that takes over a school's assets and its liabilities, which exceed thé value of the assets and'

. include.notes owed to the former owners and.current directors of the school, is servmg the

dlrectors private interest-and is not operated exclusively- for eduwtxonal and- chantable

purposes ;

" Rev. Rul. 80~287 concemns a lawyer referral service in which any membeér of the public
can obtam an initial visit with a lawyer whosename is on an approved list maintained by the
organization. The ruling states that provrdmg,servroes of an ordinary commercial nature in a
community, even though the undertaking is conducted on a nonprofit basis, is not regarded.as
* conferring a charitable berefit on the community unless- the service directly accomphshes one
...of the established categories of charitable purposes Although the lawyer referral service

provided some public benefit, a substar ial” purpose of the program-was the promotlon ofthe .~

legal profession.

S F inding private benefit does not require the payments for goods or services. be
unreasonable or exceed Fair Market Valte. See est of- Hawgll v. Comm'r,, 71 T.C. 1067

. (1979). Similarly, in Church by Mail v. Comm'r., 765 F.2d- Similarty,-in Church by Mail v,
Comm r., 765 F.2d 1387 (9" Cir. 1985), affg. TEM 1984-349 (1984), the Tax Court found it

unnecessary to consider the reasonableness of payments made by-the appllcant to a business

owned by its officers.
"'-'-: Operatmg for the beneﬁt of private parties constitutes a substantial. nonexempt purpose.

. 0ld ljomlnlon Box Co. v. United States, 477 F. 2d.340 (4th Clr 1973), oert. denled413U S.
'910 (1973) ‘ :

In Better Business Bureau of Washington, D. C., |nc v. United. States 326 U.S. 279

T _(1945) the Supreme Céurt held that the presence of a’single non—exempt purpose, if




aube'mntual in nature, will destroy a claum for exemptlon regardless of the number or nmportance

-of tmly ‘exempt purposes.

“Leon A. ge;eghly v, Commlssvgne 35T C 4390 (1960) provldedthat where an exempt
orgamzatnon engages in atransaction with'a related interest’and there i isa purposeto benefit
the:private interest rather than the organization, exemption may be lost even though the
transactlon ultimately proves profitable for the exempt orgamza‘aon :

" In American Campaign Aggemy V. Commxssngne , 92 T.C. 1053 (1989}, the Tax Court

was: ﬁlled on to decide whether benefits to third parties, who were not members, would prevent
the organization from being reeogmzed as an exempt organization within the. meaning of

_ section 501 (c)(3) of the Code.. The Court concluded that the organization could:not confer

substantial benefits on disinterested persons: and-still serve. public. purposes w1th|n the meaning
of secnon 1.501 (c)(3H (d)(1)(ii) of the regulanons .
. Secondary benefits which advance a;substantial purpose mnnot be construed as
i incidental to the organization's exempt educational purpose. Indeed, such a construction -
1" would cloud the focus of the operational test, which. probes to ascertain the purpose
i, towards which an organuzatlon s activities are directed and nat the nature.of the activities
‘. themselves.

In International. Post 1! Medlcal Foundatlonv :Commissioner, TCM 1989—

-36 (1 989), the Tax Court considered the quailification for.exemption: under section 501 (¢)(3).of
the Code of a non-profit corporation that conducted continuing medical. education tours. The

petitioner had three trustees. Mr. Helin, who.was a shareholder and the presidentof H & C
Tours,-a for-profit travel agency. Mr. Regan, an attorney, and a third director who was ill and did
not. part:capate Mr. Helin served as executive director. The petitioner shared-offices with H & C
Tours. The petitioner used H & C Tours exclusnvely for-all travel arrangements. The petitioner's

) contract with H & C Tours pérmitted it to acquire competitive bids, but provided that H & C

Tours would always get the bid if it was within 2.5%. There is no evidence that the petitioner
aver, sought a competitive bid. The Court found'that a substantial purpose of the petmoner was

'.nbeneﬁtmg thie for-profit travel agency. it concluded that .

© - When a for-profit orgamzatlon beneﬁts substantlally from the manner in WhICh tile

" . activities of a related organization aré carried 'on, the latter organization is not operated
;¢ -exclusively for exempt- purposes within the meaning of sectaon 501(c)(3) even if it

¢+ furthers ather exempt purposes. _ _

. “We find that a substantial purpose of petitioner's operations was to increase. the income
: " of H & C Tours. H & C Tours benefits. from the distribution and: production of brochures
: which. salicit-customers for tours arranged by H & 'C Tours. Approximately 90 percent of
++. petitioner's total revenue for 1977 was expended on production and distribution of
~.1 " .brochures. The terms of the Travel Service and Administrative Support Agreement
*1 - further insured that H & C Tours would substantially benefit from petmoner‘s operatlons
: -’Petitioner did not sohcxt competitive bids from any travel agency other than H & C Tours.

In Kd's Fund Raisers, Inc. v. Commlssnoner T.C. Memo 1997-424 (1997) affirmed 82
AFTR 2d 7092 (1998), the Tax Court found that a gaming organization was. not exempt. While
the organxzanon raised money for charitable purposes, it also operated for the substantlal '

e




>eneft of private interests, The orgamzatnon's founders, Kristme Hurd and James Gould ‘were-,
ihe ‘sole owners of a bar, KJ's Place. The organization, through thie owners and employees of
¥J's'Pidce, sold lottery tickets exc!usnvely at KJ's Place during regular business. hours. While i in.
S Kd's Place the lottery ticket purchasers were sold beverages.from the bar. The initial directors
wers Hurd Gould, and a related individual: The initial board was replaced several times until
'14urd and Gould were no longer on the board. :At-all times Hurd and Gould were the - .
arganization's officers. Salaries had been pald to Hurd and Gould and rent had bien pald to
KJ's Place. The organization maintained that the fact that salaries and rent were no longer paid
in thls fashion indicated the independence of the board. The Court took another vlew as follows:

: Although those practices ceased and are not.in |ssue.here, the current board of
" |- directors Is composed of at least the majority of the same members who allowed those
. amounts to be paid. This strongly suggests that Hurd and-Gould are frée to set policy for
.- their own benefit without objection from the board Nothlng in the record since July 1,
i 1994, indicates otherwise. :

- The Court concluded that KJ's Fund Raisers was operated for substantlal pnvate benefit
and dld not qualify for exemption. The Court of Appeals affirmed the decision. It found that the
Jrganizahon had served the private interests; of its directors in mamtalnmg and augmentmg their
ousln%s interests. : '

. We have reviewed your proposed activities and based upon the information ptovnded ‘we
have:reached the conclusion that you are not-operated within the meaning of section 501 (c)(3)
of the ‘code. It-appears you will engage in substantial private.benefit which is not lnadental in
eﬁher a quantitative or qualltatlve sense, to your public. purpose ' ,

* While you state that—and—wm resign before you formally
_ anter in to a raanagement contract with il they have already negotiated with WD a related
organization, and with Wl a related organztion. Your officers are aiso the officers and :
owners-of Wl and There was not a board of drsnnterested persons negotiating the
contracts with\iliji§ and Nor did the bcard consider any, other management and realty
.company other than the ones in which your officers had a financial interest. : Your board
.. members also have a financial interest in\GMas four of your five Diractors have worked for,
~and been compensaied: by, B~ This ieads: us to conclude that there.is no mdependence '
o jbetween you and Wil It appears your primary purpose is:to further the financial interest of
your | offoers See, American Campaign Aggemv, Intl. Postgraduate Meducal Fndtn., KJ's
Fund Raisers, Inc.. supra. As the Court held in KJ'S Fund Raisers, Inc. supra ra, the fact that the
original-Directors of the non-profit company, who were also Directors of the for profit
management company, left the new company before the IRS ruled on tHe exemiption request
was Insufficient to show the independence of the later Board: of Directors. of the non-profit
company -Similarly, here, the fact that two of your officers. will resign before the actual sale of
the nursing home occurs is insuffi cient to show your mdependence and is mdlmtwe that you
were. established for the private benefit of your officers. -

The Income Tax Regulations place the burden of proof upon the orgamzatnon to .
estabhsh on application for exemption that it is not crganized and operated for the benefit of
private interests. Reg. 1. 501(c)(3)—1 {d)(1)(ii). Finding private benefit does not require the
payments for goods or sarvices be unreasonable or exceed Fair Market Valua. See, est of
Hawaii.v. Comm’.,. 71 T.C. 1067 (1979). Snmllariy, in Church: by Mail v. Comm r. 765 F.2d




. 1387 (9 " Cir. 1985), aﬁ’g TCM 1984—349 (1984) the Tax Court found it unnecessary to
consider the reascnableness-of payments made by the app[‘cant to a business owned by its
'offcers The Court of Appeals stated that “the ‘critical inquiry is not whether, partrcular
contractual payments to a related for-profit orgamzatren areireasonable or.excessive, but
instead whether the entire enterprise is carried on in-such a-manner that the for—prof it
organization benefi ts substantially from the operation of the Church.” You: are smiliar to the
orgamzauons described above as and ; for profit organizations, will profit greatly from,
yaur arangement with it. it is not enough that an independent appraiser will.be-used to rev1ew
'the management agreement, and the purchase. price of the nursing home

o ! The Court in Church by Mall, supra; made clear. that the reasonableness. of
compensation was not the pivotal issue; rather it was the extent -of the benefit glven to the
private party. Here, . will benefit to a substantial-extent. You-will pay Sl S QP per
‘year.. Wil is owned and operated by your officers. Your Presrdent.— played a
substantial. role in your formation as well as your éperation. :Thus, you are operated for the
~pnvate benefit of your. officers. '

A Your Articles of Incorporation do not prowde for tne protection of your aeeets for tax-
- exempt purposes. The Articles do not provide for disposition upon drssolution to section
501 (c)(3) organizations or for 501(c)(3) purposes . .

.. Based upon the facts above, we have concluded. that you are not orgamzed or operated
for exempt purposes as described in section: 501(c)(3) of the Code. Therefore, itis our
“conclusion that you do. not qualify for. exemption as an ‘organization descnbed in section 501
(c)(3) of the Code and you must fi le federal income tax retums. ,

Contnbutrons to you are not deductrble under section 170 of the Code

. You have the right to protest this ruling. if you believe it is incorrect. To pmtest you should
submit a statement of your views to this office,:with a full’ explana‘aon of your reasoning. This
statement, signed by one of your officers, must be submitted within 30 days from the date of
this letter. You also have a right to a conference in this offi ice after your: statement is submitted.
Youi must request the conference. if vou wart one, when: you file your protest statement If you
are-to be represented by someone who is not one’ of your ofﬁcers that person 'wiii'heed wiic a’
proper power of attomey and otherwise qualify: under our Conference and Practices

.-Requxrements .

lf you do nat protest this ruling in a timely, manner it will-be considered. by the Intemal
Revenue Service as a failure to exhaust avajlable admrmstratrve remedies. Section 7428(b)(2)
of the Code provides, in part, that a declaratory Judgement or decree under this section shall
not be issued in any proceeding unless the Tax Court, the United States Court of Federal
: -:Clalms or the District Court of the United States for the District of Columbia:determines that the -
L orgamzatlon involved has exhausted administrative remedres avallable toit wnhln the Intemal
i Revenue Service. .

N *'If we do not hear from you within 30 days; thls ruling will become final and a oopy will be
forwarded to the Ohlo Tax Exempt and Government Entities (TE/GE) office. Thereafter, any
questxons about your fedaral income tax status should be directed. to that office, either by

- callmg 877—829-5500 (a toll free number) or 'sending correspondence to: Inteml Revenue -




T Serwce TE/GE Customer Servnce P.O. Box 2508 Cnnannatl OH 45201 The appropnate
- State Oft‘ cials will be notified of this action in; accordancewvth Code. sectton 6104((:)

When sending additiona letters to us \mth respect to this case, you will expedlte their
recelpt by using the following.address: .

: lntemal’ Revenue Service
: ' T:EQO:RA:T:4 Rm. 3E5!
o . Attn:
; 1111 Const:tutlon Ave, N W.
Washingtan, D.C. 20224

: LK you have any questions, please contact the person whose name and telephone
: number are shown in the headmg of this letter. . .

Sincerely,

Geraly v, Bigg
Gerald V. Saek

‘Manager, Exempt Orgamzatlons
Technical Group 4
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